Abstract Economic growth is driven by structural change. Structural change does not come without a cost. The most evident social cost of structural change is high and persistent unemployment. This paper develops a model with an endogenously expanding service sector, where the constant flow of workers in and out of employment leads to structural unemployment. The main finding is that the level of unemployment is different between the initial period and the long-run equilibrium growth path, and that along the transition path, the level of unemployment will overshoot its equilibrium level, which can explain the long-run pattern of unemployment in most industrialized countries.
decline initially but gain momentum as time evolves, and surpasses the initial rate of economic growth. More precisely, Bassanini et al. (2000) find that this growth cycle is driven by the increase in the share of new technology products in the economy. Second, we observe stark national differences in growth rates in association with the emergence of new products. These new products are frequently described as weightless goods (Quah 1997) , or products where the manufacturing component is of less and less of importance compared to the service component. In that respect, we do observe a structural shift in the economy from manufacturing goods to service products, as already noted by Clark (1957) , Kuznets (1957), and Chenery (1960) , and recently confirmed by Echevarria (1997) and Kongsamut et al. (1997) . However, this shift is not so much induced by a shift towards consumption services than by a shift towards producer services, which enter the production process as intermediate products, complementary to other factors of production.
Structural change, however, does not come without a cost. The most evident social cost of structural change is high and persistent unemployment. Firms producing a product in a declining market will lay off workers. Workers specializing in a particular mode of production will loose their job as new modes of production make their qualifications redundant. Until these workers requalify and are matched to a new job in an expanding product segment or in a new technology, these workers will suffer from spells of unemployment.
Structural change as the source of economic growth has been extensively studied in the literature on endogenous growth. In his seminal paper, Romer (1990) shows that when technology changes to take account of new inputs into production, an economy may grow without bound. Although not explicitly formulated, the model implies that the labor force employed in the production of a specific factor input will permanently decline. The first to emphasize this aspect were Aghion and Howitt (1992), who claimed that growth is a permanent process of creative destruction.
Over the last decade, a vast literature on growth and unemployment has emerged. The models can be classified in two dimensions, the growth model they build on and the labor market model they implement. On the prior dimension, we have to distinguish between exogenous growth models (Solow 1956), accumulation driven endogenous growth models (Romer 1986), and innovation driven endogenous growth models (Aghion and Howitt 1992). For the latter dimension, papers build on minimum wage models, efficiency wage models, union models, and models of search unemployment. Predominantly, these papers work with accumulation driven growth models, as they are easier to capture. Cahuc and Michel (1996) present a model of minimum wages and economic growth, to find that minimum wages may foster economic growth as it encourages investment in human capital. Brecher et al. (2002) present an efficiency wage model, where changes in growth may alter employment and vice-versa.
Whilst efficiency wage models claim that wages are higher than the market clearing level because firms wish to set wage higher in order to induce efficiency, insideroutsider models commence by claiming that unions set wages above market clearing to increase welfare of their members. The first model in this line of research is Palokangas (1996) . Daveri and Tabellini (2000) show that in an overlapping generation model with human capital driven endogenous growth union wage claims will cause higher unemployment and lower economic rates of growth. By contrast, Irmen and Wigger
